





SALE OF GILT — EDGE SECURITIES BY THE AUTHORITIES
AND CHANGES IN MARKET PRICES
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Table 2

United Kingdom: Financing of Exchequer cash requirements,
_fiscal year ending darch 31, 1951-52 to 1957-58
(In millions of pounds)

1951--  1952-  1953- 195k~ 1955-  1956- 1957w
2 53 Sk 55 56 51 58

Cash requirements
‘Ordinary surplus 380 88 9k 433 397 290 123
Below~the-line deficit 529 =52 391 501 538 621 = -63% ‘,
Over-all deficit -9 S436 <297 - 68 Ul 331 <212
Nationalized industries -131 -275 ~310 =171 =316 15 20 i
Total requirements -280 -711 -607 =239 ~57 ~316 -192 ‘ é
Extrabudgetary receipts 27 108 146 170 98 122 87 :
Net cash needs =253 -603 W61 - 69 359 19k ~105 ]

Sources of finance ?
Nonmarket borrowing:

. External transactions?/ 1,063 =127 -341  -175 120 201 =139

Note issueb/ 50 150 75 100 150 50 125
Small savings, etc.c/ _369 =159 - 16 78 <112 127 - 6
Total nonmarket sources 7L 2136 282 3 158 318 - 20
Market borrowing:
Totald -L91 739 h3 66 201 -18L 125
Estimated from banking
system ~321 30l 197 -131 -196 - 11 260
Estimated from nonbank
sources -170 L35 546 197 397 -173 -135
Net ¥xchequer financing 253 603 Lé61 69 359 194 105

a/ The sterling receipts from sales of foreign exchange by the Exchange
Equalization Account and other foreign currency transactions of the Treasury.
b/ Government securities are held by the Issue Department against currency in
circulation,
E/ Small savings bonds, tax reserve certificates and other nommarketable securities,
d/ The total for market borrowing is found in the Report, Borrowings from the
. banking system are roughly estimsted by taking the changes in selected assets of
~ the London clearing banks (call money, Treasury bills and investments) as shown in
their monthly statement, The nonbank borrowing total is a residual figure and a
very rough estimate.

Source: Radeliffe Report, Table 6, page Ll.
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During the investment boom from 1955 to 1957, therefore, private
investors were not prepared to purchase the Treasury's new capital
offerings which then went into the portfolio of the Issue Department;
in addition, to the extent that the authorities are shown to have bought
securities from the market, investors reduced their holdings by sale
or by failing to renew maturing issues during the yvear, The Exchequer
was able to keep down its borrowings from the banking system against
Treasury bills only to the extent that it could make use of the interest-
free lending of the public through the increased currency in circulation
and could mobilize the sterling-currency receipts of the Exchange
Equalization Account from its substantial foreign-exchange losses.

These difficulties in financing the Exchequer outside the banking
system made funding only a fair-weather instrument of liquidity control
between 1955 and 1957, effective when money rates were falling but not
when rates were rising., The Committee's prescription that high rates
should enable the Exchequer to sell enough securities at all times to
keep private liquidity in control is little more than the official funding
policy, perhaps somewhat more zealously applied. This adverse experience
was one of the principal points which British officials seem to have
tried to meke and which the Committee in its optimism refused to accept.
This optimism led the Committee to exaggerate the scope of official
action on the gilt-edged market. For all the brave words about the
authorities making more positive use of interest rates or manipulating
interest rates, so long as securities are bought by investors as a voluntary
act of investment, it is the purchaser and not the seller who is likely
to set the terms in the final analysis.

Can interest rates control liquidity?

The problem, therefore, is not merely a matter of price
expectations but the perverse elasticity in credit supplies in Britain
under present arrangements during periods of business expansion (though
not in periods of recession). Large annual debt maturities and the
way the Exchequer in Britein finances its current capital needs assist
the private sector to shift the impact of credit shortages onto the
Treasury, Britain's experience seems to suggest that there are at least
three reasons why interest rates cannot be depended upon to control the
liquidity of a2 booming economy,

In the first place, interest rates can "lock in" the investor
only to the extent that the market price is lower than the purchase
price of the security., How much loss he will accept depends upon the
investor's need for funds or his profit expectations, In periods when
the prospective gains are attractive, he may be willing to take a
substantial capital loss.,
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If investors are to be "locked in" over time, current interest
rates must move continuously to higher levels, This means that long-
term rates would either have to be quite flexible over the cycle (a
policy which would creste substantial difficulties in other respects,
as the Committee rightly point out, pages 174 ff.) or would have to go
continuously from one level to an even higher one. Should interest rates
rise as much in the next ten years as they have in the past decade,
interest rates in the iJestern countries would be high indeed,

In the second place, maturing debt provides the private sector
with a fool-proof means of obtaining cash. Both bank and nonbank
holders of maturing securities have what might be called a "free cash
option" in that they can obtain cash without capital loss simply by
refusing to renew their securities, With annual obond maturities of
between £600 and £1,000 million in Britain (together with a large volume
of floating debt), it is difficult to see how lenders and borrowers
can be locked in by declining bond prices in the short run,

In the third place, it is difficult to see how, under British
practices, liquidity can be controlled through interest rates during
periods when the private sector is reducing its security holdings., For
the Exchequer merely absorbs these securities into official portfolios
and raises cash for the Excheauer from official or banking sources. The
British arrangements are unique in that the gxXchequer is always assured
of its cash needs, often without substantial cost effect. These arrange-
ments help to explain how in the United Kingdom between 1955 and 1957
the cost of credit was kept hirh but there was no corres»onding cut in
its availability. In the words of a London clearing bank chairman,
"dear money and scarce money are not the same thing,"l

The fact that credit was dear but not scarce may explain why
members of the Committee found such limited evidence of the effective-
ness of monetary restraint, In their words, "The conclusion we draw from
the evidence is that the main effect of the restriction of bank credit
was to drive frustrated borrowers to other sources of credit, where
borrowing was more expensive and sometimes more onerous in other
Wayse"(ps162) They could not find evidence of an effective cutback in
the availability of credit, even though interest rates were pushed to
high levels, They were not "able to find that the squeeze had any
mar<ed effect on holdings of stocks of commodities. There was no sign
that consumer spending was forced down. o « . On the industrial side,
the banks on the whole managed to avoid positive reductions of existing
advances, though they had to be discouraging to applications for new
advances."(pp.162-3) In these circumstances, it is hardly surprising

1/ Speech of A, W. Tulte, Chairman, Barclay Bank, in The Economist
(London), January 21, 1959, page 2L6.
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that they came to be impressed with the "limitations (of monetary policy)
which can neither be ignored nor avoided,"(p.336)

Despite the liquidity-control difficulties growing out of debt
financing needs, the members of the Committee did not regard the con-
tinuous growth in public debt, needed to finance public capital spending,
as a problem. For example, they rejected Sir Roy Harrod!'s plea for a
change in policy. He had attached great importance to the Treasury's
role as a substantial peacetime borrower and had urged "removal of this
burden by radical changes in the price and capital requirements of the
nationalized industries."(p,210) They concluded that this solution was
not realistic, not on banking grounds, but because the nationalized
industries as a whole are "getting no net return on capital employed"
and have very little scope to raise prices, (p.219) They also rejected
the possibility of increased taxation where "the Budget deficit is being
used in effect to finance additions to the productive equipment of
economy"(p.207) as though the short-run inflationary impact of an invest-
ment were in any way related to its productivity; and they positively
affirmed the desirability of continuing to borrow on the gilt-edged
market, In addition, the Committee recommended that the borroring needs
of the local authorities, which in 1955 had been shifted to the capital
market, be placed once again onto the Exchequer through the Public VWorks
Loan Board., These recommendations mean that the Exchequer would have to
find very substantial sums of cash, year after year, for these two
groups from the gilt-edged market,

Private liouldity and a growing public debt

The ease with which the private sector was able between 1955
and 1957 to frustrate attempts to reduce its credit availabilities
illustrate some of the consequences of continuous Exchequer cash needs
and of a substantial floating supply of Treasury securities in private
hands. It may no longer be sufficient for economists to continue with
the comfortable views, inherited from the era of the thirties with its
idle resources ond need for deficit financing., that the size of the
public debt does not matter since we only owe it to ourselves or to assume
that an economy can accommodate any volume of debt, The Radcliffe
Report itself shows that Britain's public debt burden is less today than
it wes before 1939; it was equivalent to 204 per cent of national
income in 1935 and to only 168 per cent in 1958.(p.193) Yet today
Treasury fiscal policies are dominated by debt-management objectives,
which was hardly the case in 1935. Furthermore, it may not be accidental
that the world's strongest currency at the moment, the D-mark, comes from
a country which absorbed the wartime currency excess through a conversion
and has neither debt maturity or Treasury capital spending financing problems to
beset the authorities nor a wide private holding of Treasury securities
to be drawn on for liquidity purposes.
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i By historical stendards, the size of the public debt in the
United iingdom is very much larger than, and the liquidity needs of the
~ private sector probably much below, the levels prevalant in earlier times
when recurring depressions and liquidity crises were the common experience,
not continuous employment and rising prices, It has been estimated that
Government debt now accounts for over half the net worth of the private
sector in Britain.l/ For the investor, the reduced risk of on individual
share or bond holding is much less than the risks of such securities in
the days before the national blue-chip corporations emerged; as a result,
there is no longer as clear grounds for a strong preference for Treasury.
securities with their freedom from credit risk or greater marketabiliﬁygg/
For the corporation, investment decisions can now relate not to credit
availsbilities but to prospective funds obtained "by receipt of income
(for instance from sales), by disposal of capital assets or by bor-
rowing."(p.133) Stable markets and rising prices enable the firm to
plan its expansion on the basis of current receipts and on the basis of
anticipated income as well.l/ On the other hend, an expanded public
debt, first as an outgrowth of depression policies, then of war finance
and finally of postwar capital spending, has provided the British private
sector with a widely-held source of liquidity, It was the Exchequer's
need to handle both the debt and its other current needs that created such
credit control difficulties for the authorities.

It is in the analysis of how the private sector can shift

Treasury securities for liquidity purposes that the great error of the
Radcliffe Committee in attempting to discard the concept of money supply
becomes apparent., After all, a Treasury security has no capacity in
itself to add to current spending; it must first be converted into a
bank deposite This shift from an older to a new investment is a two-
stage process: (a) disentanglin L/ the original investment by converting
it into cash; and (b) employing the cash to buy the new asset, The

1/ E. Viclor liorgan, "What Role for Interest Rates," The Banker,
October 1959, page 587.

g/ Treasury-Federal Reserve Study of the Government Securities iarket,
Part I (Washington: 1959), page 5, e

3/ In the United States, though not in the United Kingdom, even bank
loans (in the form of term, consumer and reasl estate loans) are now chiefly
on the basis of the anticipated income of borrowers; commercial banks no
longer concentrate on loans for short periods and of a self-liquidating
character, See, for example, Herbert I, Prochnow, "Bank Liquidity and
the ew Doctrine of ‘nticipated Income," Journal of Finance, December
1949, page 208,

li/ This term was introduced in a somewhat different context by
Professor D. H. Robertson (see Essays in Monetary Theory, Staples Press,
London: 1940, page 13)e I am indebted to Dr. Ronald F. Henderson,
Corpus Christi, Cambridge for suggesting it.
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secgnd ste? is clearly automatic; it is therefore essential to concentrate
upon,t@e first step if there is to be any limit to private investment
switching during periods of business expansion,

The function of limiting such shifts between financial assets
and money has always been the major responsibility of the rate of
interest. For interest rates set the terms upon which the investor
obtains casu from an old financial asset, Rising bond yields during a
boom help to check such disentanglings because the increasing capital
losses on the old securities reduce the net attractiveness of any new
investment opportunity, Since the stock of financial assets so greatly
exceeds the money supply at any time, the flow from securities to cash
mst be kept in hand, especially as the expansion gathers momentum,

In the process, what happens to the money supply is much more
significant than what happens to interest rates., If the monetary
authorities allew the money supnly to grow in the same volume as securities
are sold, the sales would have no effect on interest rates nor -would bond
prices necessarily decline. Under these conditions of virtual bond
pegging, such shifts would be expected to continue, and probably to
accelerate, as investment opportunities expand during the upswing., Yet
at some noint these sales must be sloved down, as fuller resource
utilization materializes, and bond prices must be allowed to decline,

If the monetary authorities keep the money supply unchanged,
these security sales produce lower bond prices and raise interest rates.
Aside from velocity effects, no security could be turned into cash
unless another deposit holder agreed to purchase it. In this process,
the check to the total liquidity of the private sector (not the liquidity
of the security holder) would be absolute; a flow from securities into
deposits would be matched by a counterflow from deposits into securities,
In the British case, the purpose of security sales is to avoid Exchequer
borrowings from the banking system; in this direct sense, liquidity control,
as it is called by the Committee, amounts to no more than a control of
bank deposit creation, in other words the money supply. Only by selling
securities can the British authorities hope to stabilize the liquidity
of the private sector; but the funding policy has proved to be a fair-
weather instrument precisely because it has not been possible to impose
an effective credit squeeze on the private sector without controlling
the Exchequer's demends on the banking system, that is, on the money
supply. Vhen the members of the Committee say, "We find control of the
money supply to be no more than an important facet of debt management," they
could as well heve said that debt management was merely 2 means of con-
trolling the money supply.

The overwhelming fault of a policy of limitating the money
supply, in the eyes of cheap-money advocates, is that interest rates
would move ever upward as demand pressure mounted. By reducing its
security holdings, the private sector in Britain cen evade credit
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restraint, as it did between 1955 and 1957. Because of its annusl
maturities and its new capital needs, the Tressury is then forced, as
t@e largest borrower in the market, to pay marginal rates competitive
with private borrowers; these rates for short- and long-term money
can be high, as was demonstrated in the United {ingdom in the fall of
1957 and in Cenada in the swmer of 1959,

“ The Treasury can reduce this burden of credit restraint to

the extent that its cash needs are eliminated and its annual maturities
reduced, The compensatory fiscal theories of the thirties, defined to
encoupass the Treasury's total cash needs snd not merely its current spend=
ing, would have the effect of cushioning the rise in interest rates and

the growth of private liquidity during boom periods., Surplus tax receipts
allow the Treasury to retire existing debt; the debt repayments increase
the funds in capital markets, The cash surplus can also be looked upon

as a noninflationary means of offsetting private security sales.

Our current problem of economic stabilization is to keep the
wide fluctuations in private investment from creating excess demend
pressures from time to time, In Britain, it is a matter of reconciling
fluctuating private spending with continuously expanding public invest-
ment. Because of debt-management problems, the British authorities were
forced to resort to a variety of special monetary and fiscal measures
between 1955 and 1957 in their attempts to keep demand in the private
sector under control, Throughout the postwar period, the British
experience has been that public investment had eventually to be cut back
substantially, often in the midst of a foreign~exchange crisis, The
Committee!s view was that such action was "a confession of failure:
it may entail wasteful disruption of plans, as when investment in the
public sector was cut for this kind of reason in 1957"(pe207)

Is it not time for all of us -~ economists, political leaders
and the public -- to recognize that the only cheap money the Trecsury
can (and should be expected to) depend upon is tax money? Tax receipts
carry no interest burden, create no maturity protlems and cannot become
a source of cash for the private sector. liany cheap-money advocates
who propose added credit creation to accelerate growth in our ‘‘estern
econonies seem to forget that the Russian fiscal system depends upon
high turnover taxes to curtail consumption and free resources for ex-
panding government investment., A policy of high yields is only second
best because it creates debt handling problems for the suthorities and
provides the private sector with a floating mass of liquidity which
immensely complicates monetary and fiscal management during booms, Yet
acceptance by the Treasury of high rates on its securities is unquestionably
a step in the right direction, The Committee's recommendation on rates is
in fact the line of policy now accepted in Britain by policy-makers and by
the public, For all its limitations, and they are considerable, the

distinetive contribution of the Radcliffe Report and its principal claim
to_be a distinguished monetary document 2nd a guide to policy-making may
well prove to rest on the Committee'!s unqualified assertion that high rates
on securities "will probably in the long run be the easiest on the tax-
payer, despite the superficial appearance of a high interest charge on

the debt,"(p.213)
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